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Abstract 

Usury regulations focus both on explicit recommendations such as disclosure statements in lending 
acts or interest rate caps, and on incentives for the formal banking sector to reach the poor. 
Considerable attention is also devoted to adequate sanctions for the practice of usury. We propose a 
theoretical model to investigate where to direct reforms to curb usury. Our primary policy implication 
is the convenience of polarizing the allocation of public resources in either legal safeguards for formal 
lenders or sanction enforcement against usurers. Furthermore, we demonstrate that in developing 
countries such policy interventions may backfire when borrowers’ higher wealth implies increasing 
inequality in its distribution. Therefore, countries undertaking reforms against predatory lending 


should be aware of their growth path during transition. 
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1 Introduction 


Usury refers to the charging of relatively high interest rates. In usury’s “rational form” , it can be 
interpreted as the outcome of a bilateral illicit credit agreement whereby there is mutual knowledge 
that the interest rate on the loan is illegal.” 

In several developing countries, as well as in certain areas of the US and Europe, usury laws specify 
the maximum legal interest rate at which loans can be made (see Rockoff, 2003, for a detailed 
historical analysis). Most of these laws also include provisions against the practice of using violence or 
threats to collect usurious interests although, in most of the cases, these features represent 


subordinate elements of the crime (Attuel-Mendes and Ashta, 2008; Brix and McKee, 2010; Ardic et 
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> Conversely, “ irrational usury” consists of requiring excessive interest rates to borrowers who are unaware of the 
true nature of usurious contracts (see Ausubel, 1991, for a detailed discussion on rationality in these contexts). 
This practice, which is more frequent in developed countries, is often alleged in lawsuits involving credit card 
companies and consumer credit. In such circumstances, however, the irrationality of consumer behavior is not 
unanimously recognized (see for example Brito and Hartley, 1995). 


This article has been accepted for publication and undergone full peer review but has not been 
through the copyediting, typesetting, pagination and proofreading process, which may lead to 
differences between this version and the Version of Record. Please cite this article as 

doi: 10.1111/dpr.12370 

This article is protected by copyright. All rights reserved. 


al., 2011). Such an activity is also referred to as “ loan sharking” or “ predatory lending” , although 
these terms are also applied to non-coercive usurious lending. 

In less developed countries, where the underground credit sector is notably thriving, practices of 
this type are extremely pervasive, although difficult to quantify. In such environments, monopolistic 
moneylenders typically act as substitutes for banks and other formal credit providers that instead face 
information asymmetries and disproportionate transaction costs compared to the size of the loans 
(see for example Bhaduri 1973, 1977, and 1981, and Ghosh et al., 2000). Transition countries should 
also be aware of the fact that illegal credit may be given a boost when previously existing institutional 
structures are replaced with self-arranged and more opaque organizations.? Ultimately, usury is not 
infrequent in depressed areas of developed economies, especially among business upstarts and small 
entrepreneurs who are rationed by the banking sector due to the lack of adequate collateral (Attuel- 
Mendes and Ashta, 2008). 

Therefore, wherever it takes place, usury primarily represents a crime against the poor, which 
follows a specific pattern involving strong relationships between lenders and borrowers, legal and 
illegal credit markets, and institutions. Needless to say, provinding legal (regulated) credit markets 
with the conditions to operate efficiently may both increase the volume of aggregate credit and 
reduce interest rates, thereby providing borrowers with incentives to apply for formal lending (see for 
example Cristini et al., 2001; and Bianco et al., 2005). The latter eventually represents a shield against 
credit market malpractices because, in principle, it prevents borrowers from resorting to — often 
extremely opaque — informal channels. 

In addition to fostering the efficiency of regulated intermediaries, there are other devices aimed at 
dissuading abuses in the loan market. For instance, sanctions of very different forms — such as jail, 
fines, and even social punishments — have been set up in almost every country (see for example the 
Act Defining and Punishing Usury issued by the West African Economic and Monetary Union).* 

In this perspective, it turns out that financial market regulators wishing to curb usury are endowed 
with two types of policy instruments. The first consists of enhancing the availability of cheaper formal 


credit. The second, instead, aims at repressing the crime through more severe sanctions. Since both 


3 It has been argued, for instance, that in Russia the collapse of the socialist state has resulted in the destruction of 
the former infrastructure of social cooperation and fallen into degenerate merchant capitalism and usury (Burawoy 
& Krotov 1992; and Burawoy 1997). Among transition countries, in fact, Russia is in a critical position compared, 
for example, to China where crime and usury have not risen in such a dramatic fashion (Nee, 1989; Oi, 1999). 

4 Available at http://www.cgap.org/p/site/c/template.rc/1.1.6066/ 
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policies are costly for the society, the purpose of this paper is to undertake a thorough investigation 
on whether, and in which contexts, it is more effective contrasting usury through —i.e., allocate public 
resources towards — one or the other channel. 

Throughout the paper, we consider the possibility that developing countries, especially those 
undertaking a process towards the establishment of democratic institutions, also wish to substitute 
crime repression with an approach that relies more heavily on prevention. In our context, transition is 
interpreted as the switch from a system of severe sanctions against usury to a structure guaranteeing 
easy access to formal credit and more transparent lending conditions. 

We start by developing a baseline model where borrowers have access to a credit market in which 
a competitive formal lender and a monopolistic informal lender compete. More specifically, we focus 
on two main variables encompassing crime prevention, on the one hand, and crime repression, on the 
other hand. The first is the effectiveness of the institutional framework set up to restore a formal 
lender in case of the borrower’s default (the legal administration of loan default or simply judicial 
efficiency, hereafter). The second variable consists of the severity of sanctions against usury, which 
mainly concerns an informal lender who is in the situation of choosing between setting legal interest 
rates and practicing usury. 

Our model indicates that increasing the severity of sanctions, although not effective in some 
contexts, unambiguously deters illegal lending. Regarding the sign of the relationship between usury 
and judicial efficiency, things are less clear-cut. If the legal administration of loan default is highly 
inefficient usury cannot be identified because no benchmark interest rate can be used to compute 
anti-usury ceilings. In fact, the presence of informational asymmetries may bring the collapse of the 
formal credit sector because the latter is forced to raise the price of credit up to a point where 
potential borrowers cannot access the market of loans. This case, which is not uncommon to less- 
developed countries (Dymski, 2003), represents the complete failure of any attempt to curb illegal 
practices because all borrowers are rationed from the formal market and therefore potentially subject 
to loansharking. 

Turning to situations where usury can be defined, we obtain two different outcomes depending 
upon the institutional setup: if the judicial sector is quite efficient, further improvements in efficiency 
decrease usury, while more severe sanctions are ineffective because the large availability of formal 
credit already offers sufficient protection against illegal practices. However, if the judicial system is 


mildly inefficient, a higher degree of efficiency is likely to increase the probability that lending takes 
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place through usury. This perverse situation is observed because high judicial efficiency and, 
consequently, more binding ceilings, may shrink monopolistic moneylenders’ revenues if they comply 
with the ceiling (i.e., the opportunity cost of behaving legally increases). In this case, this shrinkage 
offsets the positive effect of reducing formal credit rationing. 

From a policy perspective, our analysis provides evidence that polarizing the distribution of 
resources to either improvements in judicial efficiency or the system of sanctions may be the most 
rational choice to curb usury. Likewise, transition from severe repression to depenalization associated 
with more active prevention of usury crimes requires massively shifting resources since marginal 
interventions could end up with adverse outcomes. 

In the second part of the paper, we analyse the same policy choice while also considering the 
impact of economic growth on usury. We account for growth and inequality by adding a specific 
structure to the heterogeneity of borrowers’ wealth (collateral) and investigate the probability that a 
loan involves usury as the average wealth level and/or the inequality characterizing the collateral 
distribution change. The resulting growth-augmented model shows that evenly increasing the 
collateral endowment may help reduce usury, whereas increasing its concentration has opposite 
effects. As a consequence, any policy interventions could backfire if average wealth grows along with 
the growth in inequality. 

Our paper contributes to the long-standing debate over anti-usury legislation that has 
characterized the economic literature in the last decades. Within this strand of literature authors are 
divided between those assessing the economic ineffectiveness of anti-usury laws as creating credit 
rationing (Blitz and Long, 1965; Greer, 1974, Villegas 1982 and 1989, among others) and those who 
support them as welfare enhancing (Avio, 1974; Stiglitz and Weiss 1981; Posner, 1995; Glaeser and 
Scheinkman, 1998). In particular, two contributions on the opposite sides of the debate extensively 
discuss these contrasting views and related arguments. On the one hand, the effects of a suitable 
usury law on efficiency are positive according to Coco and de Meza (2009), who defend usury laws 
mainly on the basis of deadweight gains derived from redistributing income from lenders to 
borrowers. On the other hand, Masciandaro (2001) provides theoretical support critical of usury laws, 
pointing to a better protection of property rights through improvement of the judicial sector and 
enforcement mechanisms rather than through more stringent interest rate ceilings, which will end up 
in the inefficient rationing of the poorest. 


In this respect, our paper shows that both these visions have their points and, most importantly, 
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that anti-usury policies must not be confined to a discussion on the opportunity of introducing interest 
rates caps: the institutional setup where capping is applied is fundamental in driving the success of 
any regulatory provisions. In fact, we prove that when anti-usury policies become more stringent 
because of the improvements in judicial efficiency, they lower interest rates and thereby allow a 
reduction of rationing mechanisms for the poorest. In this sense, our model goes in support of the 
literature in favour of anti-usury policies. At the same time, the main novelty of our contribution is to 
demonstrate that tightening anti-usury policies may have drawbacks in a context where the legal 
administration of loan default is inefficient. In this case, usury laws aimed at decreasing interest rates 
may increase the incentives for informal lenders to behave illegally versus supplying informal credit at 
non-usurious rates. In other words, such reforms could have the effect of shifting borrowers who are 
rationed from the formal lenders towards the illegal credit market. 

Furthermore, most of the above contributions to the literature on usury interpret the interest rate 
ceiling as exogenous and do not question the factors driving its definition (Hodgman, 1960; Eisenbeis 
and Murphy, 1974; Posner 1995; Glaeser and Sheinkman, 1998; Masciandaro, 2001; Masciandaro, 
2002; Cifarelli et al., 2002; Oak and Swamy, 2010). In our analysis, instead, we endogenise the ceiling, 
which can be interpreted as an instrument aimed at minimizing usury without putting any additional 
barriers to legal fund providers who are known to already suffer from asymmetric information, 
especially in less developed countries (see for example Ghosh et al., 2000, and Van Bastelaer, 1999). 
Therefore, we shift the attention from investigating the effects of anti-usury ceilings to 
complementary anti-usury policies: since the competitive structure of the formal credit market 
endogenously defines the ceiling, what really matters is the institutional setup aimed at guaranteeing 
the credit agreements of both lenders and borrowers. 

In addition, compared to the mainstream literature on usury — which mainly focuses on demand- 
driven illegal contracts — this paper innovates because it pays equal attention to both the demand and 
the supply side of credit arrangements. In fact, we do not a priori assume the existence of a criminal 
sector supplying illegal credit, but rather we describe how an informal lender chooses between 
becoming criminal versus remaining a legal (although informal) fund provider. In other words, the 
informal lender is sensible to both the opportunity cost of behaving legally and the expected sanction 
she may incur if detected and convicted. This means that the interaction between the criminal law and 
the smooth functioning of the legal administration of credit default determines the choice of 


becoming usurer in a typical “ stick and carrot” fashion. 
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The paper is organized as follows: In Section 2, we describe a simple model of illegal finance and 
justice. In Section 3, we provide comparative statics for the model assuming changing distributions for 
borrowers’ collateral. In Section 4, two of the main hypotheses of the model are relaxed, and the 


primary implications are checked. Section 5 presents the conclusions. 


2 Modelling Anti-Usury Policies 


2.1 The basic model 


The main purpose of the paper is to determine how either improvements in judicial efficiency or 
changes in the structure of sanctions related to usury practices can affect the behavior of an agent 
wishing to undertake illegal lending. In particular, the key variables driving the analysis are: a) more 
severe sanctions for illegal lenders, which should have direct impact on usury supply through 
deterrence mechanisms; and b) improvements in the efficiency of the legal administration of loan 
default (judicial efficiency), which should instead indirectly curb the demand of usurious contracts by 
reducing the cost of collateral recovery process and therefore increase the availability of formal credit. 

The analysis lasts one period. There is a finite number of borrowers and one formal lender — bank 
or other regulated institution — providing legal credit on a competitive market.” There is also one 
monopolistic informal lender who has to decide whether to be legal or become illegal by requiring 
usurious interest rates.® 

Each borrower needs one unit of capital to start a project but has no liquidity to be directly used 
for production purposes. Borrowers differ only in terms of collateral endowment (C), which is illiquid 
and non-divisible (see for example Stiglitz and Weiss, 1981). We start assuming that collateral is 
uniformly distributed among the population of borrowers but relax this hypothesis further in the 


paper. Under this assumption, the probability that a project is financed by usurious credit is 


5 Although there are cases in which formal lenders have been accused of practicing predatory lending, in our 
context it seems unrealistic assuming that regulated institutions — which are in most cases subject to public 
supervision — systematically and deliberately practice predatory lending. For example, some argue that in 
developed countries high-price credit card companies show signs of deliberation in their behavior, but the latter 
does not stem from an extended decision process (Elliehausen, 2006). 

é Informal lenders, due to their close relationship with borrowers, are often assumed to have some degree of 
market power (Bardhan, 1980; Bhaduri, 1977; Basu, 1997; Bolnick 1992). Criminal organizations, in particular, 
have monopoly power in their area (Garoupa, 2007). Since we recognize that some informal lenders, such as 
relatives and friends, do not necessarily profit maximizing conjectures, we exclude these situations from our 
analysis because they represent a case-limit and more frequently involve transfers rather than loans. 
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proportional to an interval fare such that, for C included in this interval: i) borrowers are willing 
to demand informal funding; and ij) the informal lender is willing to supply credit at usurious rates. 
Given the uniformity assumption, one can determine whether policy measures can increase or reduce 
the probability of usury by simply looking at how the thresholds C and C respond to these changes. 

We assume that the output generated by the project is random: in the good state — occurring with 
probability q — one unit of capital produces y units of income, while in the bad state y = 0. At the 
beginning of the period, each borrower chooses a lender. After the output is realized, the former must 
pay back the principal plus interest to the latter. If the output is zero, the collateral is seized and sold.’ 
There is asymmetric information in that y is not observable by the formal lender, which therefore 
creates the problem of moral hazard. The informal lender, instead, has both perfect information and 
the ability to perfectly enforce repayments. However, if caught applying usurious interest rates she is 
subject to punishment according to the law (see below). 

Regarding the first assumption, we rely on a number of papers that provide solid anecdotal and 
empirical evidence on the better capability of informal lenders’ to gather information on borrowers. 
For example, Hoff and Stiglitz (1990) observe that for some lenders, information is a by-product of 
living close to the borrower or being a party to some other transaction with her (e.g. trade 
agreements). More specifically, Hoff and Stiglitz affirm that village lenders often do considerable 
monitoring, while banks may find it virtually impossible to do so, which partially accounts for the high 
default rates the banks face. As a matter of fact, Jain (1999), Conning (1998), and Jain and Mansuri 
(2003) find that banks tend to finance projects that have been already partially financed by informal 
lenders to exploit the more powerful screening capabilities of the latter. Ghosh and Rai (1999) also 
describe how in rural financial markets moneylenders often monitor borrowers’ actions closely and 
visit their farms before the harvest, making it difficult for the borrower to make off with the proceeds 
of the invested loan without making any repayment. Similarly, Bell (1990) and Siamwalla et al. (1990) 
argue that in India and in rural Thailand trade-credit interlinkages go a long way to resolving the 
information asymmetry between borrowers and informal lenders and the enforcement problems, 
while Udry (1990) observes that in northern Nigeria information asymmetries between borrowers and 


informal lenders appear to be negligible. In line with this anecdotal evidence, many theoretical 


7 The fact that the excess recovery is not returned to the lender (i.e., the hypothesis of non-divisible collateral) 
does not affect the main results obtained in the paper. In fact, this would only extend the share of high-collateral 
borrowers who can afford formal lending. However, the analysis of usury will be confined to low-collateralized 
ones. 
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contributions on rural financial markets assume that moneylenders have an informational advantage 
over formal lenders (among others, Giné, 2011, and Démont, 2010). 

Empirical evidence and theoretical explanations can also be found to support the differences in the 
recovering technologies of formal and informal lenders (second assumption). For instance, Ginè 
(2011), in drawing his model on rural financial markets assumes that banks rely exclusively on the 
existing legal system to enforce contracts, whereas informal lenders may resort to more efficient 
mechanisms to recover due sums, such as exerting psychological pressure or harming their clients if 
they do not repay back their loans. In the empirical part of his paper, Giné also finds that in rural 
Thailand problems related to the enforcement are a crucial feature explaining the lack of access to 
formal credit. Similarly, Ghosh and Ray (1999), Aryeetey et al. (1997), and Hoff et al. (1993) explain 
that to discourage default informal lenders frequently visit clients to deliver verbal warnings, a 
practice that was revealed to be effective in fostering loan repayment. Basing on such anecdotal 
evidence, theoretical contributions (see for example Madestam, 2014) assume that banks have 
weaker enforcement power compared to informal lenders and therefore view legal protection of 
banks as essential to ensure availability of formal credit. 

Both the hypothesis on perfect information and ability to perfectly enforce repayments are relaxed 
further in the paper for robustness checks. 

According to the arguments mentioned above, in our model a crucial difference between the 
formal and the informal lender consists in the technology adopted to recover collateral in case of 
undue loans. In particular, the former needs to file a bankruptcy petition — or whatever procedure 
outside bankruptcy — if loans are not repaid and is thus subject to possible judicial and administrative 
inefficiencies. The informal lender, instead, can recover collateral using the same — more efficient — 
techniques adopted to enforce repayment of due sums (see above). 

The variable representing judicial efficiency is j, where 0 < j < 1, and is public information. 
Given one unit of collateral, courts are able to transfer only a share j to the formal lender, while the 
remaining share (1 — j) consists of transaction costs that are increasing in the degree of inefficiency 
of the collateral recovery process. As an example of low j one can think about the excessive length of 
proceedings, which may end up with a dilution of the amount recovered and even possible asset 
depreciation (see, for example Bianco et al., 2005). These features make the assumption of 
proportional transaction costs more realistic than the lump sum hypothesis. 


As far as the demand of usury is concerned, a well-designed anti-usury policy should opt to 
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maximize the formal credit coverage within the population of potential borrowers, so that the fewest 
number of them are forced to rely on the informal market (which may eventually conceal illegal 
practices). 

Some conditions are needed in order to identify the range of borrowers who can afford formal 


lending. The first is the formal lender’s zero profit condition:® 


EpL) =qRr + 1 -—qgjc -1=0 (1) 


where E(Ilp,) is the formal lender’s expected profit and Rp, is the gross formal interest rate. This 
shapes a schedule of negatively correlated interest rates and collateral values. In other words, given 
the values of both judicial efficiency and the probability of success of the project, a borrower with high 
C is perceived as being less risky and is therefore required to pay a low interest rate by the formal 
lender. 

However, not all borrowers can be accorded credit following this schedule. Some difficulties are 
related to requests resulting from borrowers possessing scarce collateral. In particular, when y is not 
observable, moral hazard is likely to occur bacause these borrowers will always be better off by 
foregoing their poor collateral rather than repaying the sum due at maturity, regardless of the project 
outcome (strategic default). 

Borrowers are thus subject to an incentive compatibility constraint (ICC pz) set up to avoid possible 
strategic default of this type. In practice, the ICC p; imposes a lower bound on the value of collateral 
accepted by the formal lender and creates credit rationing. The extensive form of the constraint sets 
the formal lender’s interest rate in such a way that the borrower is always induced to reveal the true 


value of output rather than undertaking strategic default: 


qy -—Rrr)-A-g™e2zqy-C)-A- qc (2) 


which reduces to C > Rp. To formally define usury, we rely on the fact that in several countries 
interest rates are usurious when they lie above a specified ceiling set by the law (see above). In these 


countries, ceilings are always positively correlated with bank rates and are periodically updated to 


8 Perfect competition — which is a standard assumption for the banking sector — can be easily extended to other 
lenders such as microfinance institutions, which pursue zero profit objectives either for ethical arguments or for 
competitive reasons (McIntosh and Wydik, 2005). 
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follow changes in bank provisioning costs because it is reasonable supposing that usury laws are not 
intended to damage competitive formal lenders. In this vein, we define the usury ceiling (Ñp;) as the 
maximum interest rate required of the marginal borrower, who is the one owning the lowest value of 
collateral compatible with the absence of moral hazard. Formally, the ceiling is retrieved by 


substituting the binding ICC p; in the formal lender’s zero profit condition (1): 


~ + 1 
Rp, = CHP = —— 3 
FL FL q0) (3) 
Note that Rp; is also equal to the minimum collateral accepted by the formal lender (cp 


because the loan amount has been normalized to one. 


Then, another important constraint describes borrowers’ individual rationality (IRC pz): 


EMs) = q(y —Rrt) -(1-q)C 20 (4) 


where E(IIg) is a borrower’s profit. 

In particular, the marginal borrower accepts the formal credit contract as long as her expected 
profit is positive. Replacing both the collateral value C and the interest rate Rpr; in (4) with (3) we 
find that the marginal borrower accepts the loan for sufficiently high values of the parameter 


reflecting judicial efficiency, that is for: 


1-q?y 
q(1-q)y 


j> =] (5) 

Hence, 

Proposition 1 /n order for formal lending to take place, and for usury ceilings to be determined, the 
formal lender must be able to recover at least a percentage j of collateral. 

Thus, higher judicial efficiency allows more borrowers endowed with relatively scarce collateral to 
access formal lending.? To identify all borrowers shielded against the practice of usury — we need to 


find which collateral endowments are associated with the acceptance of a formal credit agreement. 


° Note that we are dealing with a problem for projects with low expected return, which are most common in less 
developed countries due to the low probability of success (q). In case of relatively high expected return, instead, 
1—q*y would be negative, thus (5) is always satisfied. 
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On the one hand, starting from the marginal borrower's endowment C = R,,, as the value of 
collateral increases the formal lender requires lower interest rates. On the other hand, since 
competition drives the formal lender’s profit to zero, the expected losses for inefficient collateral 
recovery are totally borne by borrowers. Therefore, the net revenues of highly collateralized 
borrowers are progressively eroded by the inefficiencies of the collateral recovery process, as if only a 
part of their collateral was actually exploited to be accorded a lower interest rate. 

More specifically, for given j, borrowers having collateral equal to Rr, suffer the lowest 
inefficiency loss. Since the overall inefficiency is proportional to the value of collateral, borrowers’ loss 
increases as C grows. Eventually, for high values of C the net present value of the project becomes 
negative and borrowers decline any offer made by the formal lender. Therefore, for values of C > 
Ry, such that their ICC p; holds, borrowers pay an interest rate that is compatible with the formal 
lender’s zero profit condition and accept the formal contract until their profit is positive (IRC p; also 


holds). This occurs for values of C satisfying 


qy-1 _ pmax 
T a-ga- FL (6) 


Accordingly, formal credit agreements take place with borrowers endowed with C included in the 
interval [Rp,, CM?*].1° 

In summary, at this stage of the analysis we have found that borrowers owning relatively low 
collateral values are rationed by the formal market due to moral hazard, while judicial and 
administrative inefficiencies induce individuals with valuable collateral to refrain from borrowing 
because otherwise their participation constraint would be violated. In particular, self-exclusion is 
motivated by the fact that judicial inefficiencies could be interpreted as a fee — entirely borne by 
borrowers — which is increasing in the collateral value. 

We look for necessary and sufficient conditions for usury. A necessary condition consists of 


targeting borrowers owning collateral values such that the informal lender can require them to pay 


beyond-the-ceiling interest rates without violating their participation constraint (IRC zz) 


Eg) = qy-qRi, -A-q)C 20 (7) 


10 Tn order for this interval to be defined it must be that Rp, < CF}?*. It is easy to verify that this inequality is 
satisfied if (5) holds. 
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In practice, a necessary condition for usury can be found by looking for values of C such that the 
informal rate Ry, — implicitly defined by equation (7) when the latter holds with equality — is higher 


than the ceiling R;-,. This occurs when 
C< q0-Rr1) _ Č (8) 


At this point, it is crucial to verify where Č falls with respect to the interval of collateral values 


[Rr CR] delimiting formal lending. It immediately follows that 


Proposition 2 If j > j the maximum collateral associated with usury, C, belongs to the interval 
[Rey CRO]. Hence, a necessary condition for usury is that C belongs to the interval [0,R,,]. 

The rationale behind Proposition 2 is straightforward. For high values of collateral, any type of 
lender is forced to reduce interest rates to fulfil borrowers’ participation constraints. Thus, usury 
cannot take place with very high collateralized borrowers, although the latter can obtain funds from 
an informal lender at conditions that the formal lender is not able to fulfil due to inefficiencies in the 
collateral recovery process. Furthermore, although in principle the informal lender could supply 
usurious credit to intermediately collateralized borrowers having access to formal lending, 
competition with the latter forces the informal interest rate below or at the ceiling.1? Therefore, it is 
possible to assess that usury can occur for low collateral values. 

To look at sufficient conditions for usury an analysis of the supply side of the illegal market for 
funds is required. We consider that the convenience of the informal lender to become illegal depends 
upon her evaluation of the pros of expropriating a borrower through excessive interest rates versus 
the cons of incurring a sanction for practicing predatory lending. In particular, we assume that a 
sanction p, where p can take every positive value, is expected by the informal lender when usury 
takes place. 


Hence, the expected profit of the informal lender (subject to the IRC pz) when she chooses to 


11 This does not mean that for collateral values belonging to the interval [Rz,, CH?*] only banks are able to lend. 


Instead, an informal lender is always in the position to provide better conditions compared to banks because she 
holds a more efficient recovering technology. However, in the real world there are several reasons why banks may 
displace informal lenders, such as reduced trust towards a market which is often scarcely transparent and some 
informal lenders’ unwillingness to reveal themselves as criminals. We admit such possibilities. 
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undertake usury and bear the sanction is 


E(,|US) = q(Rn —p)+A-q)C-1=qy-qp-1 (9) 


In the event the informal lender decides not to undertake usury and stuck to the ceiling her 


expected profit is: 
E(M,|NUS) = qr, + (1—q)C -1 (10) 


Comparing (9) with (10), it turns out that the informal lender prefers to become usurer for values 


of C such that? 
C<0-Rn-p) = Cm” (11) 


At this point it is worth observing that the lower bound of collateral values associated with usury, 
C, is always zero, whereas the upper bound, C, can be either Rey or CR®?*. Let us concentrate on 
C. The threshold defining the upper bound of the interval is in fact crucial to determine the impact of 
policy measures involving j and/or p. 

In particular, if CM > Rp, then C = Rp, that is usury takes place for values of C falling within 
the interval [0,Rp,], because borrowers having collateral value belonging to [Rr , C/?*] are 
already served by the formal lender. If this is the case, and recalling the definition of Rp; in (3), we 
conclude that whenever j increases the right threshold of the interval shifts to the left and it is less 
likely that usury occurs (standard effect). 

Conversely, if CR3* < Rp, then C = CM**, meaning that usury takes place for values of C 
falling within the interval [0, C7?**] while borrowers having collateral value included in the interval 
[cCm@* Rp] are rationed from both types of lenders. Looking at both (11) and (3), we find that a 
perverse effect takes place in this case, that is increasing j boosts usury since previously rationed 


borrowers are now served at illegal rates. 


12 Note that (11) admits either the absence of a sanction for illegal recovering technology (as reported in the text) or its presence. In the 
latter case, it must be that the informal lender’s profit in case of usury qR, + (1 — q)C — p — 1 (subject to the borrower’s zero profit 
condition) is greater than her profit if she remains stuck to the ceiling qR;, + (1 —q)(C — p) — 1. Results are identical to (11). 
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Comparing the two possible upper bounds (C;7'** 


and R,,) of the interval of collateral values 
associated with usury, one can evaluate under which conditions a higher j is likely to produce 
standard or perverse effects. More specifically, we know that the lower of these two values turns out 
to be the one determining the sign of the effect. Thus, replacing (11) and (3) in the definitions of 


cme and Rp, we find that CX > Rp, (astandard outcome is expected) if 


1-q7(y-p) _ x 
J Ga-oo-p) 7 


(12) 

From (12) it turns out that a standard outcome occurs whenever the efficiency of the collateral 
recovery process is high compared to the severity of sanctions. A perverse outcome is instead more 
likely whenever judicial efficiency is relatively low. 

Hence, 

Proposition 3 For values of j = T an inverse relationship between judicial efficiency and the 
probability of a usurious credit contract occurs, while for j < j the relationship is positive. 

We can sum up our results as follows. If judicial efficiency is low (j < j), we assist the collapse of 
the formal credit market and the consequent impossibility of defining any interest rate ceiling. In such 
a situation, although usury does not formally occur due to the lack of a cap to interest rates, 
borrowers face the worst situation in terms of welfare. In particular, since none of them can be 
shielded by a competitive formal credit sector, they get fully expropriated by the informal lender from 
the revenues of their projects. Instead, if the collateral recovery process is efficient (j = Ï), an 
improvementin j decreases usury thanks to the reduction of formal credit rationing. More severe 
sanctions are ineffective in this case. Finally, if judicial efficiency is mildly inefficient (Gj = j > Di 
increasing j leads to a higher probability of usurious contracts due to the higher opportunity cost of 
behaving legally (perverse effect), while sanctions are effective in reducing the phenomenon. 
However, note that, as p tends to zero, J collapses to j, meaning that strengthening sanctions, 
although reducing usury per se, increases the probability of obtaining perverse effects as judicial 
efficiency improves. 

The latter case contains perhaps the most interesting finding of our analysis for developing 
countries having tottering institutional setups. In this situation, in particular, a higher degree of judicial 
efficiency is likely to foster usury, which seems to some extent a counter-intuitive outcome. The 


motivation of an ambiguous impact of increasing judicial efficiency on usury is ascribable to 
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counterbalancing forces. On the one hand, more efficiency brings about a reduction of the demand for 
usury as a consequence of higher formal credit supply at lower interest rates. On the other hand, 
however, becoming criminal pays off because more binding ceilings — which are a direct consequence 
of the reduced cost of credit — increase the incentives of practicing usury (dalla Pellegrina, 2008). 
Perverse outcomes stem from the latter effect prevailing over the former, a situation that is more 
likely to take place when the judicial sector is rather inefficient. In such a context, in fact, there is a 
share of rather poor borrowers who are rationed by the formal lender but are not convenient to be 
financed by an informal lender, even at usurious rates. As judicial efficiency increases, certain of these 
(previously rationed) borrowers are served by the formal lender because more convenient interest 
rates improve their capability of repaying their loan (their ICC p; constraint is more easily fulfilled). 
Certain others (also previously rationed) are instead going to be served by the informal lender at 
usurious conditions because the gap between the informal lender’s monopolistic rate and the new 
(lower) ceiling increases. Therefore, the incentives to comply with the ceiling become weaker and 


usury hits a higher number of borrowers regardless of a reduction of credit rationing. 


2.2 Modelling heterogeneity of collateral 


2.2.1 Hypothesis on the distribution of collateral 


So far, we have defined the intervals of collateral where usury becomes a likely event, measuring 
the effect of policies according to the extent to which they widen or shrink these intervals. For the 
sake of simplicity, we assumed that collateral was uniformly distributed. That hypothesis was the 
simplest we could make to account for heterogeneity of collateral and concentrate on the model 
outcome. Still, collateral will rarely be uniformly distributed within a given country. 

In this section, we provide an exercise to assess how the results of our model react when imposing 
a more realistic structure on borrowers’ collateral endowments. 

To select a parametric form for the distribution of collateral, it is reasonable to draw on the group 
of models that have proven successful at matching the empirical distribution of income and wealth. 
Among these, the simplest and most used ones are the lognormal and Pareto distributions, although 


there are many other families providing similar performance. Here, we rely on traditional models and 
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in particular on the lognormal distribution, which represents a benchmark for modelling income and 
wealth distributions across countries and time (see Kleiber and Kotz, 2003). Furthermore, throughout 
the following we suppose that collateral is measured by the monetary value of an individual’s total 
assets, liquid and illiquid. 

The rationale behind this exercise is that the probability of usury is measured as the proportion of 
individuals owning collateral lying below the usury cut-off value of collateral determined in section 
2.1, i.e., C = CH? for efficiency values j suchthat j <j <j and C = Řp; for j >j, while for 
very low levels of efficiency (j < J) the probability of usury is set equal to zero. In other words, if we 
aim to quantify the impact of anti-usury policies we need to count borrowers whose collateral falls 
within the above intervals. 


The probability density function of the lognormal distribution is given by 


1 1 
LN(u,07) = === exp [z llog) — u}?}. x > 0 (13) 
where p isa scale parameter and o a shape parameter. 


As we are supposing that C follows a lognormal distribution, the proportion of individuals being 


subject to usury is readily calculated by the lognormal distribution function evaluated at C 


F(@) = o (20) (14) 


where ® denotes the distribution function of the standard normal distribution. 

Once u and o are fixed, the distribution is determined and, since distribution functions are non- 
decreasing, the probability of usury given by (14) is also determined and non-decreasing in C. 
Accordingly, imposing a specific distributional form of the collateral does not affect the statements of 
propositions 1-3 concerning the effect of policy interventions on judicial efficiency and/or on the 
severity of sanctions. Rather, augmenting the model with such a realistic distribution strengthens its 
implications while the increased level of structure leaves room for further investigation based on 


variations of the two parameters characterizing the distribution itself, as we shall see in section 3. 


2.2.2 Policy discussion 
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The probability of usury is represented in Figure 1 as a function of judicial efficiency. To obtain 
some comparative statics using the lognormality hypothesis, we need to assign some values to the 
parameter q and the variables p and y, which stand for the probability of success, the sanction, 
and the outcome, respectively. We fix the value of q equal to 0.2 and the value of p and y equal 
to the mean of their range of variation, which is determined by the model respectively in 
[0, (1 — q)/q?] and [1/q + p, 1/q?]. The effect of varying the sanction is obtained by pushing it up 
to its maximum level. This will also produce variations in y-levels which ultimately result in a 
widening of the perverse effect interval (see jj and 7 in Figure 1). For the starting level of 
punishment p the probability of usury moves along the solid curve, while for a larger level of 
punishment the probability of usury shifts on the dashed curve. 

Suppose that a country is located at point A. The judicial system allows the recovery of a 
considerably low percentage of collateral (slightly lower than 0.2). For a given value of p, the 
probability of usury is between 3 and 4%. This is an inefficient situation that can be improved at least 
by decreasing j. The country starts from a perverse (dis)equilibrium point because A is inthe 
positive sloped part of the probability function, so that lowering j decreases also the probability of 
usury while saving resources (point B). Saved resources can be used to set up more severe sanctions, 
thus inducing a downward shift of the positively sloped part of the usury curve: we move from point 
B to C where the probability for a contract to be usurious falls to approximately 1%. This situation is 
typical of less-developed countries showing up more severe sanctioning systems in response to 


relatively inefficient institutions (including the judicial sector). 


Another way to fulfil a public-budget constraint while decreasing usury could be financing the 
increasing judicial efficiency through a decrease in p. This implies a shift from A to D, which might 
be either costly or provide benefits in terms of saved resources. However, once the non-perverse path 
of increasing-j-decreasing-usury is reached (at ĵ), lowering sanctions will not affect usury since 
borrowers are rather protected by an efficient and widespread formal credit system. This corresponds 
to credit demand being fulfilled at the margin (i.e., the usurer’s worst borrower) by the formal lender. 
A situation of this type allows the financing of more efficient collateral recovery (more than 40%) with 
resources saved from depenalization of usury crimes. 


Figure 1: Effect of policy choices on the likelihood of usury. 
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lines correspond to an increased sanction. 


Thus, in order to curb usury, the point is evaluating whether it is more convenient to set at a point 
such as C, with high sanctions and expensive credit, or at a point such like E, with low sanctions and 
cheaper credit. What is clear is that pursuing optimization of choices leads to the polarization of 
policies, rather than balancing crime repression and crime prevention. We can preliminarily conclude 
that to efficiently undertake transition from severe repression to a combination of depenalization and 
more active prevention (point C to E) massive initial reforms are required. Marginal interventions, 
instead, would inefficiently waste resources while providing adverse outcome — i.e., boost usury — in 
the transition process. 

Finally, note that while large investments in judicial efficiency brings the country out of the 
perverse effect interval, the same interval is widened by increased sanctions. Therefore, the first 


choice seems the wisest one for long lasting anti-usury effects. 


3 The Growth-Augmented Model 
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We have previously found that the likelihood of observing usurious lending is confined to the 
poorest individuals who are credit-constrained due to scarce collateral endowments. In principle, ina 
context where the collateral recovery process is inefficient, all credit rationed individuals are exposed 
to usury, while only a portion of them is exposed when there is mild judicial inefficiency. In either 
case, usury depends upon judicial efficiency, but only in the second case is it also influenced by the 
severity of sanctions. Furthermore, we have shown that the demand for illegal financing varies 
according to the share of insufficiently collateralized borrowers. 

Our model is consistent with the previous literature (Gropp et al., 1997; and Glaeser and 
Scheinkman, 1998) dealing with similar issues. Empirical evidence documents that across Italian 
regions, for example, the probability that a given household is credit-constrained decreases with 
income or collateral and that the poorer the legal enforcement, the larger the proportion of credit- 
constrained households (Fabbri and Padula, 2004). 

Following the above reasoning, one may well expect that growth has a positive impact on credit 
opportunities and, in turn, helps curbing usury. However, this section suggests that when evaluating 
the effect of changes in wealth/collateral on credit opportunities further attention should be devoted 
to the separation of distributional changes from aggregate effects. 

The recent economic literature on poverty, in fact, carefully distinguishes the impact of two 
growth-related factors on poverty reduction: changes of average income and changes of income 
inequality (Kakwani and Pernia, 2000; Ravallion 2003). The first factor, known as “ the pure growth 
effect” , refers to the impact of a proportional change of all incomes, which affects average income 
but leaves the relative distribution of income among individuals unchanged. On the other hand, the 
second effect — “ the pure inequality effect” — concerns the impact of redistribution, and is 
independent of average income. 

In section 2.2.1, we have supposed that collateral is measured by the monetary value of an 
individual’s total assets. This assumption allows us to measure growth on a collateral basis, 
quantifying the growth level of a country through changes in its mean collateral. To measure the 
likelihood of usury corresponding to different levels of growth, we separately investigate the pure 
growth effect and the inequality effect. We then account for their combined impact. 

The choice of modelling collateral by means of the lognormal distribution answers precisely to this 


need. Although when the aim is an exact representation of the collateral distribution a two-parameter 
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model may be too a parsimonious with respect to the more flexible Beta and Gamma families, what 
we are looking for is just enough flexibility to consider the above effects one at a time, and two 
parameters should do the job. In fact, in the lognormal distribution, the scale parameter (u) and the 
shape parameter (o) have separate effects on the mean collateral, a pure growth effect and a pure 
inequality effect, respectively.4? The inequality characterizing a lognormal distribution can be 


conveniently expressed by the Gini coefficient, which equals: 
G= 20 (=) -1 (15) 


where ® is the standard normal distribution function. 

Therefore, the degree of inequality depends only on ø. As for the pure growth effect, it is best 
approximated by the median of the lognormal distribution, which is simply equal to exp(u). The 
mean, on the contrary, is an increasing function of both parameters and is sensitive also to changes in 


inequality, because it is given by 


E(X) = exp (u+ 2) (16) 


This parametrisation allows examinination of the total growth effect or mixed effect by 
simultaneously varying the mean collateral through both u and o. Most important, it allows 
separation of the pure inequality effect through changes in the Gini coefficient (changes in o), and 
the pure growth effect through changes in the median collateral (changes in u). 

Recalling (14), we can identify the effect of an increase in u, and therefore in the median 
collateral, as usury-decreasing. The impact of a change in ø is not univocal because it depends on the 
sign of In(C) — u: if the usury threshold C is smaller than the median collateral then an increase in 
inequality will have a usury-increasing effect, but the opposite will hold for usury thresholds larger 


than the median collateral. Since in our model only credit-constrained individuals are exposed to 


usury, imposing the condition that C lies to the left of the median collateral seems a plausible and 


13 Conversely, the Pareto distribution mentioned above cannot serve our purposes, as the mean, the median and 
the Gini coefficient depend on its shape parameter, all of them being decreasing functions of the parameter itself. 
This implies that introducing a Pareto distribution in our model would not easily allow accounting for separate 
sources of change in usury. 
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natural choice. In fact, collateral inequality measures a power relationship between potentially illegal 
lenders and credit constrained — usury-exposed — individuals. What we expect is that increasing 
inequality penalizes credit constrained individuals, but if more than half of the population is credit 
constrained, changes in inequality may happen within credit constrained people and do not have a 
monotonic impact on the probability of usury. 

The pure growth and inequality effects are represented respectively in Figures 2 and 3, which 
reproduce the impact of policy interventions discussed in section 2.2.2 when a country experiences 
growth during the period following a policy choice. This produces a shift from one usury curve to 
another. 

As we intend to underline the role of separate changes in inequality and/or in the median collateral 
on the likelihood of usury, we assign to q, p and y the same values of section 2.2.2, which remain 
stable with respect to changes in the distribution of collateral. In this framework, where the judicial 
efficiency cutoffs f and 7 are determined, we can also investigate the effects of changes in the 


collateral distribution on the likelihood of usury. 


Figure 2: Pure growth effect on the likelihood of usury. 
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The probability of usury becomes a decreasing function of the level of the median collateral (Figure 
2) and an increasing function of the degree of collateral inequality as measured by the Gini ratio 
(Figure 3). The corresponding growth rate is given, in both cases, by a 20% increase of the mean 
collateral. 

In the first case (Figure 2), growth is accompanied by an increase in the median collateral only. As a 
consequence, the effect of either policy intervention is reinforced, whether the country decides to 
concentrate investments on sanctions or judicial efficiency. In particular, if during the transition from 
A to B (moving resources from judicial efficiency to tougher sanctions) the median collateral 
increases, the country jumps from the continuous to the dashed line (A to B’). Note that this is 
equivalent to increasing sanctions, moving from B to C before growth takes place. In particular, a 
country located at any efficiency level in the perverse effect interval will obtain about the same 
reduction in the likelihood of usury either through a pure-growth process or financing more severe 
sanctions. Countries characterized by high efficiency standards will reduce usury more than expected 
or at a lower efficiency level. Overall, a pure-growth path shows a positive interaction with policy 


measures because usury probabilities reduce, shifting from B,C,D,E to B',C',D',E'. 


In the second case (Figure 3) we suppose that growth goes along with inequality. In this case, 
increasing inequality weakens the effect of all policy interventions. It is worth noting that only 
polarizing resources towards either judicial efficiency or sanctions would prevent usury from 
spreading (compare point A with either C’ and E’), whereas more balanced intervention would 
worsen the situation (see the grey dashed line over A). 

To summarize, as far as usury is concerned, changes in median collateral and inequality go in 
opposite directions. However, what happens when growth is characterized by changes in both pure 
growth and inequality? A priori, we cannot say whether usury would increase or not. Figure 4 is 
obtained by plotting usury probabilities corresponding to distributions of collateral characterized by 
the same increase of 20% in average collateral as before, but now both median collateral and the Gini 


coefficient simultaneously increase. 


Figure 3: Pure inequality effect on the likelihood of usury. 
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This time we cannot draw any clear-cut conclusion, since the curves defining the probability of 
usury corresponding to different levels of average collateral intersect. When poorest (continuous line), 
a country does not necessarily suffer the highest probability of usury within the whole efficiency 
range. A country located in the perverse effect interval seems to gain from growth (the pure-growth 
effect prevails), but a country located at the extremes of the efficiency range will not (the inequality 
effect prevails). Starting again from point A, a country deciding to cut resources from the judicial 
sector — thus decreasing its efficiency — with the aim of strengthening the sanction system will end in 
C’ instead ofin C. 

Similarly, moving to high efficiency levels (from A to E’) will erode part of the usury-reducing 
desired effect. In either case, the likelihood of usury diminishes with respect to the initial condition in 


A. 


Figure 4: Growth effect on the likelihood of usury. 
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sanction. 


Therefore, in case of collateral undergoing alterations on both the distributional and the aggregate 
sides, results are smoothed. In this particular case, which is not representative of all the combinations 
of pure-growth and inequality effects, polarizing choices could be less effective than expected, 
however. Other possible cases include the overall prevalence of the pure growth effect on the 
inequality effect, as well as the opposite. Furthermore, reasoning the other way round, the case of 
negative growth is interesting because it notes that redistributive policies may offset usury also in bad 
times. 

Summarizing, important implications emerge from the point of view of where reforms are mostly 
required. The analysis suggests that, ceteris paribus, lower median collateral and higher inequality 


induce a larger probability that credit contracts are usurious. 


4 Bilateral Imperfect Information and Enforcement 
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4.1 Informal lender subject to imperfect information 


In this section, we check for the robustness of the model’s main implications to the relaxation of 
the assumption of perfect information for the informal lender. In section 2.1, we found that imperfect 
information on the formal lender’s side implies that the latter cannot provide credit to borrowers 
endowed with low collateral value because they would otherwise find it convenient to opt for 
strategic default. Such borrowers are thus rationed from the formal credit market and therefore 
subject to the risk of predatory lending. However, the model suggests that, under some conditions, 
higher judicial efficiency can help in addressing this problem by shrinking the range of collateral values 
that admit poor borrowers’ rationing. 

So far, we justified the assumption of perfect information in the informal sector on the basis of 
proximity between lenders and borrowers and several other arguments supported by the literature. 
Here, instead, we allow the formal and the informal lender to be equipped with the same, although 
imperfect, technology for observing the project outcome. To rule out the possibility of obtaining trivial 
outcomes in which the informal lender never provides credit, we admit that — similar to the formal 
lender — she cannot observe the true value of the output y (thereby facing the possibility of 
borrowers’ strategic default) while contemporaneously assuming that the borrower is socially 
sanctioned in case she adopts such behaviour. 

The latter hypothesis stems from the fact that, in poor and rural economies, debt is not only an 
economic but also a social transaction that involves moneylenders who are typically influential 
members of the community (Guérin et al., 2013). As acknowledged by the literature and anecdotal 
evidence, cheating on these people may represent an abhorrent attitude eventually leading to 
reciprocity denial and stigma (see Besley and Coate, 1995, for a detailed discussion on this topic). For 
instance, Udry’s (1990) study of informal credit markets in northern Nigeria shows how borrowers’ 
misbehaviour attracts strong censure from the community and possible cessation of dealings with 
other community members. Madestam (2014), Ghate et al., (1992) Ghosh and Rai (1999), and Hoff 
and Stiglitz (1998) also stress this point claiming that the main deterrent to default in informal credit 
markets is the fear of community sanctions and reputational loss. In addition, given the existence of 
close ties within neighbors (see for example Besley, 1994; Braverman, et al. 1993; and Van Bastelaer, 


1999) informal sanctions are potentially severe because someone’s bad behaviour could mark the 
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family’s overall reputation (Greenberg, 2013). 

We identify the economic incidence of this type of sanctioning mechanism with the variable s. 
Compared to the baseline model, the profit maximization problem faced by the informal lender now 
involves an additional incentive compatibility constraint (ICC ;,) stating that credit conditions should 
be set so to induce the borrower to prefer repaying the principal plus interests to the informal lender 
rather than forgoing collateral and bearing the social sanction. 


We analyse first the situation in which the informal lender decides to undertake usury.** Formally, 


her maximization problem becomes 


Maxé (1r,|US) =q(Ri,-p)+A-q)c-1 (17) 

s.t. 
qy —qRiy,-(1—q)C 20 (18) 

and 
qy -qR ~ A-q)C 2 qy -4C +s)-(1-q)C (19) 


where (18) recalls the borrower’s participation constraint IRC ;; defined by (7) and (19) gives the 
additional incentive compatibility constraint (ICC zz). 

It is worth observing that this problem makes sense for the informal lender when she does not face 
the formal lender’s competition. In particular, we have previously shown that the informal lender 
could impose usurious interest rates on low collateralized borrowers who were not served by the 
formal lender due to informational asymmetries. In particular, the informal lender, not being subject 
to the formal sector’s competition, was able to fully expropriate the borrowers by raising the interest 
rate until their IRC ;, became binding. 

However, the existence of a moral hazard problem also in the informal sector now imposes the 
condition that the informal lender cannot lend any longer to all borrowers endowed with collateral 
values included either in the interval [0,R,,] or inthe interval [0, C?**]. In particular, extremely 
low collateral values do not fulfil the incentive constraint of the borrower because the associated 
interest rates would be too high relative to the value of collateral, so as to induce strategic default. 


In more detail, as in the formal sector, the ICC ;;, is binding in correspondence with the lowest 


14 We deal with the case in which there is no punishment p for illegal recovery. Including the latter leads to the 
same results as obtained in the standard case. Results are available upon request. 
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collateral value that the informal lender can require (ca and the associated highest interest rate, 
Ri): 


Crit +s = Rp (20) 


In addition to the pair (cp Ri) the informal lender proposes a schedule of R and C 


fulfilling the borrower’s IRC ;,. By entering the two specific values Ci" and RM@* into the IRC 7, 


the latter also becomes binding: 


Rr* = qy + (1 - q)s (21) 


Then, from the ICC ;; (19) 


Cr” =q- s) (22) 


Hence, the expected profit of the informal lender if she chooses to undertake usury, conditional to 


the specific values Ry, and Cj}, becomes 


E(I lUS) = q(RM — p) + (1 -—q)cP™ — 1 = qy- qp — 1 (23) 


Note that this solution is exactly the same reported in (9), that is, the baseline outcome without 
moral hazard. In particular, due to market power, the informal lender’s expected profit (23) does not 
change when replacing C/?!", RMaX with other pairs of C and Ry, that make the IRC ;, binding. 

In the event the informal lender decides not to udertake usury and stays with the ceiling, her 


expected profit is" 


E(T INUS) = qRp, + (1-q)C -1 (24) 


Comparing (23) with (24), it turns out that the informal lender chooses to become usurer when 


15 Note that as long as the borrower’s incentive constraint is satisfied in the optimization problem faced by the 
formal lender (2), it turns out to be satisfied also in this case. In addition, the informal lender who does not 
undertake usury can decrease the net interest rate to 0, thus leaving all the rent to the borrower but without 
incurring moral hazard problems. 
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lending to borrowers endowed with values of C such that 


C<2(-Rn—p) = Cy (25) 
which is exactly the solution (11) obtained in the baseline model. 

Having set the thresholds of C that delimit borrowers at risk of usury, we turn now to investigate 
how changes in judicial efficiency (j) can affect such thresholds and eventually modify the probability 
of usury. 

Let us start with some conditions that must be satisfied by R and C for usury to take place. As in 


the baseline model, such conditions directly shape threshold values for j, thus endogenising C and 


R to allow considerations in terms of standard versus perverse effects of changes in j on usury. 


a) The maximum interest rate imposed by the informal lender must exceed the ceiling: 


max D . 1-q*y-q(1-q)s as 
Rip 2 Rp, > j 2 qa-ay+a-aes 73 er) 
b) The informal lender must provide credit to borrowers with values of C lower than the 
minimum collateral compatible with the ICC pz, which corresponds to the ceiling (see (2) and 


(3)): 
CRI" < CHD = Rp, o j $= ja (27) 
q(1-q)y+q(1—-q)s 

If this condition is not fulfilled, there is no room for interest rates to be usurious. In fact, on the one 
hand the informal lender could not provide usurious credit to borrowers with collateral lower than 
cae without violating their ICC ;,. For the ICC ;; to hold, lowering C would require setting R 
below R,,. On the other hand, it has been previously shown that high collateralized borrowers (C > 
Cr *) who reject the formal credit due to the high cost of judicial inefficiency and consequent 
violation of their IRC p, must be accorded non usurious interest rates for them to fulfil their 


participation constraint (IRC zz). 


c) The collateral value compatible with the minimum interest rate required by the informal 


lender (Cj7'**, which depends upon p) must be greater than the collateral associated with 
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Rmax (cmin which depends upon the size of s): 


__ta*y-q-a)stqp _ _ ; (28) 


max min ; 
Crt > Cr >j> qa-@y+a-as—a-qp 75 


At this stage, it is worth noticing one crucial difference between this situation and the baseline 
case: cmn replaces zero as a lower bound of the interval [C, c] of collateral values associated with 
usury. Hence, ceteris paribus, the range of borrowers who may be subject to predatory lending shrinks 
in the presence of the informal lender’s imperfect information. However, since cmin is independent 
from j, our conclusions related to the effect of changes in judicial efficiency on the probability of 


usury are still related to shifts in the upper bound of the interval [c c]. In this perspective, nothing 


changes compared to the baseline model. In fact, the upper bound (C) is again either cmn = Rep or 
Cip?*, depending on whether ] <jorjsj< Î, respectively. As has been previously shown, in the 
former case the probability of usury decreases as a consequence of improvements in j (standard 
effect), whereas in the latter case usury is fostered by strengthening j (perverse effect). 
Nonetheless, interesting differences with the baseline model emerge considering the relative 


positions among j, j, ją and js and between s and p. 


1. Condition b) requires that j < j4, but this in turn must be compatible with the existence of 
the formal lender: j > j. Therefore, we obtain a new necessary condition for usury: j < ja, 
which is always true provided that s > 0. 

2. The presence of a social sanction (s > 0) implies ją < 7. Conditions a) and b) then suggest 
that usury could take place for values of j included in the interval [j, j4]. Hence, imperfect 
information for the informal lender poses an upper limit on the values of j inducing usury 
because values of j exceeding j, cause a violation of the incentive constraint of the 
borrower if she faces a usurious informal lender (i.e., the anti-usury ceiling becomes too low, 
thus pushing C7!" below CHi”). 

3. Increasing values of s imply, ceteris paribus, increasing values of j4 and decreasing values of 
js. 

4. The values of the two types of sanctions (the social one, s, versus the institutional one, p) 


crucially affect the probability of usury because 
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4.1. if s >p/(1— q) then js <j <j <j, and the interval admitting usury is [j, j4]; 
4.2. if p<s<p/(1-—q) then j < js <j <j, and the interval admitting usury shrinks to 
lis jal; 


4.3. if s <p then j <j, <j <j; and there are no values of j admitting usury. 


Therefore, as the burden of the informal sanction s decreases compared to the punishment for 
usury p, the probability of usury is reduced. 

In conclusion, adding the possibility that both the formal and the informal lenders have access to 
the same information in terms of output observability makes usury not possible unless there are other 
types of sanctions borne by the borrower, if she exploits this informational gap adopting moral hazard 
towards the informal lender. 

Such sanctions, on the one hand, favour the possibility that usury takes place for low collateralized 
borrowers, although, in contrast to the baseline model, there is a lower limit to the level of collateral 
accepted by usurers. The smaller the social sanction is, the narrower the interval of j admitting usury 
is, because the upper limit of the usury interval (j,) decreases (see points 3, 4.1 and 4.2 above) while 
its lower limit js increases (see points 3 and 4.2). 

Furthermore, it is important to stress the relative importance that the social sanction has with 
respect to the institutional sanction. When the social sanction largely exceeds the institutional one 
(see Figure 5), the impact of the perverse effect is left unaltered while usury is not possible for very 
high levels of judicial efficiency. Conversely, when the social sanction is reduced and gets closer to the 
institutional one, there is less room for the perverse effect to work (Figure 6). Reductions in the 
probability of usury are now due to the combination of the competitive structure of the formal sector 
and possible moral hazard against the informal lender. Finally, when the social sanction is negligible 
with respect to the institutional sanction, usury does not take place (see point 4.3). 

All this adds a very important policy implication to the polarization of resources we have derived 
from the baseline model (see section 2.2.2): since the weight of the social sanction substantially 
derives from the importance that the local communities give to the informal lender, anti-usury policies 


could devote some resources to reduce the power of informal lenders over their neighbours. 


Figure 5: Bilateral imperfect information and high social sanction. 
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sanction is set equal to 0.9(p/(1 — q)). 


This could be done through targeted financial literacy programmes to inform the usury-exposed 
potential borrowers about alternative and accessible credit sources, shifting their credit demand from 
informal to formal forces, and explaining savings programs to communities while eventually obtaining 
approval from village elders who often stand in for local authorities in many rural contexts in 


developing countries (Goddard, 2005). 


4.2 Informal lender subject to imperfect enforcement of the collateral 


In this section, we check for the robustness of the model’s main implications to the relaxation of 
the assumption of perfect enforcement of the collateral for the informal lender. In particular, in 
contrast to the baseline model, here we assume that if the informal lender does not obtain 
repayment, she needs to apply to a court, exactly as the formal lender does. This is a reasonable 
hypothesis for some developing countries where moneylenders usually appeal to local village courts 
and not to traditional courts (see Goddard, 2005) as they would otherwise risk tougher sanctions for 
their (possibly) illegal activity. 

We consider two different scenarios depending on the situations in which the informal lender has 
convenience to apply to a court to recover the collateral in case the loan is not repaid. 

In the first scenario, we assume that the informal lender resorts to a court if she requires a 
usurious interest rate and if she behaves similar to an informal lender who complies with the law. It is 
trivial to show that when the informal lender chooses to undertake usury and bears the sanction, her 


expected profit (subject to the IRC zz) is 


EMUS) = qRn —p) + A-gej -1=qy-GQ-—q)cQU-/)—qp-1 (29) 


whereas if she decides not to undertake usury and stays with the ceiling her expected profit is 


E(M,,|NUS) = qRp, +1 -—q)Cj-1 (30) 
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Comparison of (29) with (30) reveals that it is convenient for the informal lender to become usurer 


for values of C such that 
CsE O Rap) = Cr” (31) 


which goes back to solution (11) of the baseline model. 

In the second scenario, we admit the possibility that the informal lender exploits the possibility of 
resorting to a court to recover the collateral only if she requires below-the-ceiling interest rates; 
otherwise, she would expose herself to the punishment for usury. In this case, her profit (subject to 


the IRC zz) is 


E(Il,|US) =q(Ru-p)+(1-q4)C-1=qy-qp-1 (32) 


Note that this expected profit is identical to (9) in the baseline case, while in the event that the 
informal lender does not undertake usury and stays with the ceiling the expected profit is the same as 


in (30)). We obtain that (32) is higher than (30) when 
q ~ ~ 
C < (ais (y = Rr, == p) = CHa (33) 


so that Cx differs from CHX in (11) because of the presence of j in the denominator of ET. 


Following the steps of the baseline analysis, we find that Gmax > Rp, whenever there is positive 
expected profit from undertaking usury, that is, qy — qp — 1 > 0. 

In conclusion, the interval of collateral values admitting usury is always [0, Řp;] if there is some 
positive return in engaging in such illegal activity. However, in constrast to the baseline analysis, CR?* 
cannot be an upper bound for the interval of relevant values of C. Hence, in case of imperfect 
enforcement of the collateral for the informal lender improvements of judicial efficiency always lead 
to a reduction in the likelihood of usury, whereas perverse effects are never observed.*® 


5 Concluding Remarks 


'6 Note that, as in the baseline case, the implications are the same if the informal lender is sanctioned for possible 
illegal recovering technology if she imposes above-the-ceiling interest rates. Computations are available upon 
request. 
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In this paper, we conducted a theoretical analysis on the effectiveness of anti-usury policies. The 
framework and the results obtained are particularly suitable for developing countries for several 
reasons. One important aspect is that, although most of the issues related to informal credit refer to 
the practice of requiring excessively high interest rates, usury is somehow neglected as a stand alone 
topic in the development literature. However, all of the elements giving rise to this crime — such as 
difficulties in enforcing credit contracts together with scarce information and high transactions costs — 
are typical of low-income countries and are also important factors preventing the traditional banking 
sector from reaching the poor, thereby maintaining poverty traps (Armendariz de Aghion and 
Morduch, 2010). It is not by chance, indeed, that most developing countries have been increasing 
their efforts to provide well-designed anti-usury regulation, especially in recent times when formal 
credit providers are encountering serious fund-raising difficulties as a consequence of the financial 
crisis. 

Imposing interest rate caps is the most widely used method of setting up anti-usury laws. 
Currently, Governments of approximately 40 developing countries have mandatory interest rate 
ceilings (CGAP 2004a, CGAP 2004b). Nevertheless, according to the literature mentioned throughout 
the paper (Blitz and Long, 1965; Greer, 1974; Masciandaro, 2001; Villegas 1982 and 1989, among 
others), such type of anti-usury laws often lead to the opposite effect, excluding some categories of 
borrowers from the formal banking sector and leaving them at the mercy of the informal (and often 
illegal cash loans) market. Moreover, with the spreading of microfinance, the regulatory debate on 
imposing caps on interest rates in less-developed countries has grown stronger. It is well known, in 
fact, that Microfinance institutions (MFls) bear high administrative costs that often turn in above- 
market interest rates. Strict usury ceilings, in this situation, may prevent international MFIs from 
operating, while independent local MFls projects are often forced out of the formal system 
(Whittaker, 2008; Skinner and Payne, 2010). 

According to this debate, the empirical evidence suggests that regulatory efforts should shift from 
constraints to the formal sector to borrower protection against predatory lending in the informal 
credit market, through a combination of both disclosure statements in lending acts and institutional 
sanctions. Furthermore, increasing success in enforcing contracts via more efficient bankruptcy laws 
and legal administration of collateral recovery represents a starting incentive for the traditional 


banking sector to extend credit coverage (Dübel, 2009; Bianco et al., 2005). 
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In relation to this long-standing debate on anti-usury policies, we have built our analysis on the 
idea that both improvements in the efficiency of the legal administration of collateral recovery 
(judicial efficiency throughout the paper) and tougher sanctions may curb illegal credit transactions, 
with particular attention to usury crimes. 

From a theoretical perspective, the first result we have obtained is that judicial inefficiency 
prevents some categories of borrowers from participating in the formal credit market. Such a 
phenomenon is particularly severe for borrowers endowed with scarce collateral, because they are 
normally required to pay higher interest rates to counterbalance the greater degree of risk associated 
with the low value of their guarantees. Formal lenders (banks, and other regulated institutions), 
however, cannot finance them due to the combined presence of asymmetric information and usury 
ceilings. Thus, in principle, the likelihood of falling into the hands of loan-sharks is higher for poor 
borrowers. 

Conversely, highly collateralized borrowers are accorded lower interest rates, but the likelihood 
that they self-select out of the formal market increases with the value of their collateral because — due 
to judicial inefficiencies — the latter is not entirely functional to the reduction of interest rates 
accorded by formal lenders. Therefore, these borrowers are also willing to resort to informal lenders, 
but at conditions that are not usurious. This excludes the possibility that usury occurs with top-rich 
individuals. 

We have jointly analysed the effects described above with the incentive mechanisms inducing an 
informal lender to provide usurious credit. In particular, institutional sanctions are assumed to enter 
her preferences when she faces the decision of either increasing interest rates above a pre- 
determined ceiling and bear a sanction, or stay with the ceiling and avoid punishment for practicing 
usury. 

On the one hand, we have obtained the expected effect that an informal lender is less willing to 
supply illegal credit if the expected sanction incurred is severe (deterrence effect). On the other hand, 
increasing judicial efficiency may either increase or decrease the probability that a credit agreement 
involves usurious interest rates, depending on the specific situation. In particular, increasing judicial 
efficiency reduces formal interest rates and increases bank competitiveness. However, this also leads 
to more binding ceilings, thereby increasing the opportunity cost of behaving legally, which eventually 
boosts the incentives to impose usurious rates. The latter fact, in particular, may counterbalance the 


positive effect of reducing formal credit rationing. Disentangling these effects deserved an accurate 
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statistical analysis of the phenomena we were investigating. 

From an economic policy standpoint, we started evaluating the effect of reforms aimed at 
improving the efficiency of the judicial sector while relaxing the severity of sanctions. In general, we 
found that the outcome of reforms depends on the institutional setup of a country at the time the 
reform is implemented. We obtained contrasting effects for improvements of judicial efficiency — and 
consequent interest rate reduction — on usury. More severe sanctions, also, could be ineffective in 
some circumstances. 

In particular, implications in terms of decisions on the convenience of directing resources towards 
reforming the legal administration of collateral recovery rather than financing more severe 
apprehension mechanisms (institutional sanctions) suggest the polarization of policy interventions 
towards the sector that is more efficient/effective at the time the reform is undertaken. Furthermore, 
the choice of enforcing criminal laws and increasing sanctions while disregarding prevention can 
rationalize the pattern of some developing countries endowed with relatively severe sanctioning 
schemes while operating ina less efficient judicial setup. 

In our model, large reforms shifting resources from a scheme of severe sanctions to a more 
efficient judicial system are instead required to avoid perverse policy outcomes. This scenario seems 
to suggest optimal strategies for developing countries in terms of attitudes towards prevention and 
repression of usury. Most of all, investing in prevention, such as increasing the quality of the 
institutional framework to extend the access to formal credit, may be financed through the resources 
released from depenalization of usury crimes. Accordingly, the best long-run policy would be to invest 
in judicial efficiency because this way the borrowers subtracted to usury could have access to the 
formal credit market and therefore avoid poverty traps. On the contrary, beating on punishment may 
leave the civil courts in a second-rate state that fosters usury. 

We have further analysed the perspective of developing and transition countries through a 
dynamic approach. The results provide evidence that the likelihood of usury is not neutral with 
respect to the growth-path of a country. Important differences emerge according to whether the 
process of growth equally improves the situation of all borrowers or, on the contrary, it produces 
more inequality. We have also found that, ceteris paribus, the likelihood of usury is a decreasing 
function of the level of the median collateral value (a legitimate proxy of wealth) and an increasing 
function of the degree of collateral inequality. This confirms that usury is more likely to take place in 


poorer settings. Most important, we determine that the effect of reforms depends on the process of 
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growth undergoing during the transition process (i.e., before the reform is effective). In particular, 
negative effects of marginal improvements in the judicial sector can undermine any attempts to 
manage a vicious cycle of institutional inefficiency. 

In conclusion, the analysis recommends that policymakers consider that reforms may not have the 
same effects in every context. Specifically, less developed countries normally exhibit low collateral 
endowments and high wealth concentration. Since these countries are often associated with 
inefficient courts and severe sanctions, they are also more likely to fall into a trap of perverse 
outcomes such as the one described in this paper. Countries wishing to undertake a transition process, 
however, may be interested in shifting to equilibria where the impact of increases in judicial efficiency 
is not perverse. This requires particular attention to both the scale of resources being managed or 
shifted during reforms, and to the specific country’s growth path. 
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